The Case for Staying

the Course In Credit

When we think about the current volatility, we are reminded of a prescient quote from
Russian revolutionary and president Vladmir Lenin: “There are decades where nothing
happens and there are weeks where decades happen.” Time will tell whether the Iran war is
indeed one of these periods where decades happened.

As for markets domestically, higher oil prices have collided with sticky headline inflation and
a hawkish central bank. Australian government bonds have sold-off aggressively in March,
with 3 and 10-year bond yields now at ~4.8% and 5% respectively (refer Chart 1). Moreover,

despite the Reserve Bank of Australia (RBA) increasing the cash rate twice in February and Phil Strano,
March 2026 to 4.1%, interest rate markets as of 20 March were pricing in another ~70bps of Head of Australian
tightening by the end of 2026 to 4.8% (i.e. close to another three 25bps increases in the RBA Credit Research
cash rate).

Chart 1. 3-year and 10-year Australian Government Bond Yields (%)
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This higher rebasing of interest rates has a commensurate impact on corporate bond yields,
with 5-year major bank T2 and triple B corporate yields now both back above 6% for the first
time since late 2023 (refer Chart 2).

Chart 2. 5-year T2 and BBB Corporate Yields (%)
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By contrast, the movement wider in investment grade (IG) credit spreads of ~20bps only
takes us back to late 2025 levels (refer Chart 3). The orderly behaviour of IG credit thus far is
testimony to the power of higher risk-free rates and outright yields (i.e. lessening the
pressure on credit spreads to achieve investor return targets). Moreover, for the most part
risk markets are still pricing in a speedier return to normalcy, enabling central banks such as
the RBA to raise rates despite the heightened uncertainty.

Chart 3. 5-year T2 and BBB Corporate Bond Spreads (bps)
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When uncertainty in markets is elevated, playing the averages over the medium term
typically remains the best course of action. In many ways, what we've experienced in recent
months, turbocharged by the Iran war, is a mini 2022 period with one important caveat. After
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the normalisation of bond yields in 2022, travel time to higher bond yields in 2026 was
shorter and much less painful for interest rate duration positions.

From our perspective, while holding some duration has been reflected in performance in
recent months, our focus has remained on taking advantage of higher outright yields and
locking in attractive income. Portfolio running yields for the IG quality Yarra Enhanced and
Higher Income funds are now well above 6% and approaching 7%, levels we last generated in
2023/24. Maintaining duration in portfolios at these elevated levels is advantageous for
sustaining performance throughout the remainder of 2026.

In addition to higher bond yields, the rebuilding of more rate hikes in market pricing has
significantly flattened the yield curve. The difference between the 3 and 10-year bonds is
now under 30bps, down from a peak of ~120bps during the liberation day selloff in April
2025 (refer Chart 4). In this environment and if sustained, a flatter yield curve should result
in a steeper credit curve with investors at the very least demanding increased term premium
in the current environment (i.e. higher credit spread compensation for longer dated
securities).

Chart 4. Yield Curve — 3s10s (bps)
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While credit spreads remain well behaved, if the current interest rate pricing is even half
realised — i.e. reflective of some RBA future hikes — then a significant deflationary impulse
for the Australian economy is likely. This is especially the case when combined with an
appreciating SA, much higher petrol prices, greater application of Al tools across the
economy and a retreating public sector following a more austere May Federal budget.
Resultant higher unemployment and much weaker economic growth is likely to reverse
current interest rate settings through the course of 2026/27. Therefore, despite a small
impact in recent months, maintaining interest rate duration in portfolios continues to make
sense at current levels.

In an environment of much weaker growth and higher unemployment, rallying bond yields is
likely to result in credit spreads moving wider, with the current calm in credit giving way to a
further rebasing of spreads. Our focus remains on locking in favourable income and using
duration and curve to protect the portfolio and strongly position us to take advantage of the
transition in return composition, with credit spreads likely to comprise a greater proportion
of future outright yields following a significant decline in risk free rates.

Ultimately, the power of higher running yields in the 6-8% range, active management
and IG quality portfolios should provide a strong platform for continued attractive
through-the-cycle returns for Yarra's Enhanced and Higher Income funds.
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About Us

Yarra’s fixed income franchise employs an active and research-driven approach,
constructing and managing portfolios that represent our best ideas for investors.
We target consistent and stable returns over the longer term, employing a
rigorous process which follows an established and reliable framework to ensure
we are capable of delivering outperformance through market cycles.

Find out more about our Funds>

Contact us

If you require further information, please contact
your relevant Business Development Manager.

Dﬁ We remain focused on locking in attractive income

Yarra Funds Management Limited (ABN 63 005 885 567, AFSL 230 251) (‘YFM') is the issuer and responsible entity of a range of
registered managed investment schemes, which includes those named in this document (‘Funds’). YFM is not licensed to provide
personal financial product advice to retail clients. The information provided contains general financial product advice only. The
advice has been prepared without taking into account your personal objectives, financial situation or particular needs. Therefore,
before acting on any advice, you should consider the appropriateness of the advice in light of your own or your client’s objectives,
financial situation or needs. Prior to investing in any of the Funds, you should obtain and consider the product disclosure
statement (‘PDS’) and target market determination (‘TMD’) for the relevant Fund by contacting our Investor Services team on 1800
034 494 or from our website at www.yarracm.com/pdsupdates/. The information set out has been prepared in good faith and
while Yarra Funds Management Limited and its related bodies corporate (together, the “Yarra Capital Management Group”)
reasonably believe the information and opinions to be current, accurate, or reasonably held at the time of publication, to the
maximum extent permitted by law, the Yarra Capital Management Group: (a) makes no warranty as to the content’s accuracy or
reliability; and (b) accepts no liability for any direct or indirect loss or damage arising from any errors, omissions, or information
that is not up to date. No part of this material may, without the Yarra Capital Management Group's prior written consent be copied,
photocopied, duplicated, adapted, linked to or used to create derivative works in any form by any means.

YFM manages the Fund and will receive fees as set out in the PDS. To the extent that any content set out in this document
discusses market activity, macroeconomic views, industry or sector trends, such statements should be construed as general
advice only. Any references to specific securities are not intended to be a recommendation to buy, sell, or hold such securities.
Past performance is not an indication of, and does not guarantee, future performance. Information about the Fund, including the
relevant PDS, should not be construed as an offer to any jurisdiction other than in Australia. With the exception of some Funds
that may be offered in New Zealand from time to time (as disclosed in the relevant PDS), we will not accept applications from any
person who is not resident in Australia or New Zealand. The Fund is not intended to be sold to any US Persons as defined in
Regulation S of the US federal securities laws and has not been registered under the U.S. Securities Act of 1933, as amended.

References to indices, benchmarks or other measures of relative market performance over a specified period of time are provided
for your information only and do not imply that the portfolio will achieve similar results. Holdings may change by the time you
receive this report. Future portfolio holdings may not be profitable. The information should not be deemed representative of future
characteristics for the strategy. There can be no assurance that any targets stated in this document can be achieved. Please be
advised that any targets shown are subject to change at any time and are current as of the date of this document only. Targets
are objectives and should not be construed as providing any assurance or guarantee as to the results that may be realized in the
future from investments in any asset or asset class described herein. If any of the assumptions used do not prove to be true,
results may vary substantially. These targets are being shown for informational purposes only.

© Yarra Capital Management, 2026.
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